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The Importance of Audits in Public Utility Accounting 
By W . L . CHAFFEE , Manager, Atlanta Office 
(A Paper Bead Before the Accounting Section of the National Electric Light Association, Southeastern Division, Atlanta, 
Georgia, September 14, 1922.) 
HISTORY of mankind records but one person who was infallible. As far 
back as the chronicles of civilization take 
us there has been account-keeping of one 
kind or another. Almost concurrently 
runs a history of review of these account-
ings in quest presumably of errors. The 
steward of biblical times was haled to ac-
count before his master. In later years 
the hearers or auditors gathered to listen 
to a recital by the account-keeper of his 
financial operations and results. Review 
was the underlying principle. 
Modern organization with its magnitude 
and complexity finds need for auditing 
greater than ever before. The method 
has changed but the principle remains the 
same. Instead of a public hearing the 
accountant of today presents his work for 
review by disinterested parties who make 
a profession of such practice and who re-
port the results of review to those who may 
be interested therein. 
In the early days of modern auditing 
practice, consideration was given princi-
pally to the verification of bookkeeping 
accuracy and satisfaction as to fiduciary 
integrity. The handling and accounting 
for funds was the subject of particular 
attention. Errors of commission and 
omission in entering and transferring 
amounts on the record loomed large in the 
eyes of the auditor as demanding his best 
efforts at discovery. Much ado was made 
of such errors when discovered. To appre-
hend a cashier unfaithful to his trust was 
the height of ambition of many auditors. 
The development and financing of in-
dustry, enlarged and involved financial 
relations and the great problems which 
they raise, have wrought marked changes 
in the auditor's idea of what constitute 
matters of importance requiring attention 
and report. It would be erroneous to 
give the impression that bookkeeping 
matters and fiduciary integrity no longer 
receive consideration during an audit. 
They do in fact but they have been rele-
gated to a comparatively unimportant 
place since more recently accounting as 
a basis for administrative control and 
judgment forming action has come to the 
fore. 
The auditor of today considers his most 
useful function that of giving consideration 
to the big things where large amounts or 
financial responsibility may be involved, 
rather than the matters of insignificance 
which even if entirely wrong in principle 
or treatment would not affect results. 
What profiteth it the client if the auditor 
bring to his attention a ten dollar error 
in an invoice while overlooking entirely 
contingent or actual liabilities which may 
bring about financial ruin? Is the client 
interested in knowing the technical pro-
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cedure which the auditor used in verifying 
the cash while errors in setting up the 
capital accounts in an organization having 
capital stock without par value are al-
lowed to pass without comment because 
the accounting officers have elected to so 
treat the accounts? Does the client en-
joy having pointed out the fact of minor 
errors in footing when there are questions 
involving the amortization of franchises 
which, if properly studied and settled, 
might lead to savings of thousands of dol-
lars in taxes? 
The answers to all these questions are 
obvious. The auditor who is alive to his 
opportunities wastes no time on the non-
essentials. He is aware of his clients' 
needs and desires and he acts accordingly 
in supplying them. He spends his time 
in seeking information through his examin-
ation of the accounts which will enable 
him to offer his client illuminating state-
ments and to interpret such statements 
in a way which will be useful. 
Not only is a comprehensive analysis 
of earnings and expenses by departments 
as well as classes essential to a satisfactory 
audit report, but it should where possible 
be supplemented by data which reflect 
causes as well as results. For example, an 
increase in earnings in a utility like elec-
tricity may be due to one or more of several 
things. First the rates may have been in-
creased. Further, the number of con-
sumers may have increased, or the con-
sumption may have increased owing to 
some general cause like a reversion to the 
hours in effect before daylight saving be-
came operative. Again, the increase may 
be traceable to some special cause like an 
extended celebration accompanied by 
special illumination, or the installation of 
some power-consuming plant which has 
every probability of continuing in service. 
Having in mind that his report may be 
designed for, or fall into the hands of, 
someone interested in the operating phases 
of a company and not familiar therewith, 
the auditor frequently embodies in his re-
port information which bears on the fore-
going. It is helpful in considering earnings 
to know the dates at which changes in 
rates have occurred. The substance of 
the order granting the increase may even 
be submitted. Figures showing the num-
ber and classes of consumers at different 
dates may be included. The circum-
stances surrounding some special increase 
may be described. 
In one case where the report was de-
signed especially for the bondholders' 
trustee under a mortgage the auditors 
said in part: 
"Residential lighting sales show a substan-
tial increase in rates as well as in kilowatt 
hours. During the first half of the year many 
of the divisions, including Merrymain, in-
creased their rates by the addition of an 
emergency surcharge which, in the case of the 
Merrymain General Electric Company, was 
5%; in other cases, 10%. Effective July 1, 
1919, several divisions, including Meany, 
Farley, and Grand Forge, discontinued the 
surcharge and established revised schedules 
which resulted in increases of from 15% to 
25%. The surcharge of 5% added by the 
Merrymain General Electric Company, Janu-
ary 1, 1919, was supplanted October 1, 1919, 
by revision in rates which resulted in in-
creases ranging from $.005 to $.015 per kilo-
watt hour, equivalent to an increase of 15% 
to 25% of the former rates. It is expected 
that, in most instances, the present rates will 
remain in effect at. least until there is a sub-
stantial decrease in operating costs. The 
increase in kilowatt hours applicable to resi-
dential sales may be attributed largely to the 
normal growth and expansion in the com-
munities served. 
"The greater part of the increase in power 
sales amounting to $554,044.23 is attributable 
to an increase in kilowatt hour consumption. 
The company estimates that at least 75% of 
this increase will be retained as permanent 
business. New power contracts were made 
in nearly all the divisions at increased rates." 
Increases in operating expenses may like-
wise furnish opportunity for extensive in-
vestigation and report as to the cause or 
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causes. One case in which the net earn-
ings fell off markedly showed that the coal 
costs had increased substantially, thus 
increasing the operating costs. Investi-
gation disclosed the fact that the company 
had abandoned its former policy of buying 
coal for consumption and was mining its 
own coal. 
Incidentally this recalls what has fre-
quently been discovered by auditors in 
making investigations among companies 
in other industries and fields, namely, that 
individual company power costs might be 
materially decreased if such companies 
would take their power from power com-
panies instead of attempting to make 
their own power. There is perhaps along 
this line a new field of opportunity for 
power companies in working out power 
costs for potential and possible consumers, 
using the results when favorable as a basis 
for soliciting new business. 
Because of the unique position which 
public utilities occupy there is perhaps the 
more reason for audit. The many contro-
versial points involved in their public 
service and the contact with government 
regulation make it almost imperative that 
disinterested and unbiased parties review 
their accounts. Not only is such inde-
pendent scrutiny demanded because of 
their service to the public, but because they 
derive their funds for existence and opera-
tion from the public. And in a competi-
tive market for funds an audit certificate 
is now practically a necessity. 
An audit is valuable to public utilities 
because through the audit report are usually 
brought out the facts of financial condition 
as well as operation. The investing pub-
lic, now more than ever before, is demand-
ing comprehensive, clear, and reliable data 
from which to judge the desirability of 
investment offerings. Strange as it may 
seem, the investor is learning to ask the 
pertinent questions as to the chances of 
safety, return on investment, and prospect 
of the continuation thereof. He is not 
satisfied if the financial statements do not 
tell him these things. He feels better 
satisfied if the statements are the result 
of an audit and are certified by competent 
and well known auditors. 
To meet the needs of investors the 
balance sheet which usually occupies a 
prominent part in an audit report should 
show, preferably in comparative form, at 
least six distinct groups among the assets, 
namely, fixed property, securities held as 
investments, securities held for control, 
intangibles, such as franchises and good-
will, liquid assets, and deferred charges. 
The liabilities require classification into 
at least three groups, e.g., funds borrowed 
for capital purposes, current liabilities, and 
deferred credits, with the owned capital, 
according to classes and preferences, if 
any, and the surplus resulting from opera-
tions appearing as the balancing items. 
Needless to say, surplus arising from re-
valuation, appreciation of property, or 
other causes should be set out by itself, 
as should reserves which constitute bona 
fide segregations of surplus. Bookkeeping 
reserves may be regarded as offsets to cer-
tain asset accounts and deducted from such 
assets or set up broad as suits the fancy. 
Any classification of balance sheet items 
short of the above fails to satisfy the in-
telligent reader who seeks information as 
to financial condition. More detail may 
be appreciated by some. 
The income statement in order to be 
sufficiently illuminating in the case of an 
electric utility should at least show in 
summary form the following: 
The revenue, classified so as to set out 
(1) residential sales, (2) commercial light-
ing and power, (3) municipal lighting and 
power, (4) sales of current to other utilities, 
(5) miscellaneous revenue; operating ex-
penses; income from investments or other 
non-operating sources; fixed charges; 
profits for the period; dividends declared 
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and the balance transferred to surplus. 
Nothing short of this information will be 
acceptable to the investor who wishes to 
analyze and consider the operating phases 
of a company in arriving at his conclu-
sions. 
Public utility organizations can ill afford 
to ignore their relation to and dependence 
on the investing public. The time is 
probably rapidly approaching when still 
greater power generating and distributing 
projects will come into existence. The 
prediction has been made that the future 
of American industry will witness increased 
use of machinery and mechanical appli-
ances, decentralization and geographical 
spreading of industrial enterprises. The 
history of machinery in this country leaves 
little doubt that the prediction with re-
gard to its increased use will come true. 
The decentralization of industry will, if it 
follows, be brought about probably through 
some gigantic scheme for organizing and 
distributing power to the most remote 
parts of the country. In such a develop-
ment the utilities will need vast blocks of 
funds which the public alone can furnish. 
The record of the utilities in employing 
funds in the past will be a vital factor in 
obtaining such funds in the future. The 
information derived from the accounts 
through audit and the fidelity of the com-
panies in the handling of investment funds 
as verified and approved by independent 
auditors should go far in contributing to the 
success of the utilities in this movement. 
